CHAPTER 7

Supporting Global Economic Integration

he world economy has become increasingly integrated. Goods, services,
capital, and people flow across borders with greater frequency and in
ever-greater volumes. For some, cross-national interaction has become even
more a part of day-to-day activity than interactions within their own country.

Americans benefit tremendously from their interactions with other
countries, just as they do from their interactions with each other in different
States. Such interactions allow Louisianans to drink California wine,
Chicagoans to eat bananas and pineapples from Hawaii, and savers in Ohio
to provide financing to business startups in Florida. In the same way, inter-
national trade allows Americans to enjoy French wine and Colombian coffee
and to take advantage of investment opportunities in the United Kingdom.

Despite these benefits, many geographic, institutional, and historical
factors impede the free flow of goods, capital, and people across national
borders. Realizing the full benefits of international interactions requires
building into our economic system mechanisms that facilitate the removal of
such impediments. National compacts such as the interstate commerce
clause of the Constitution help to link the activities of different States. In the
same way, international institutions have developed to promote linkages
around the world. Such institutions seek to provide a stable framework for
international transactions, while respecting the sovereignty of each country
that chooses to participate, as well as serving a valuable coordinating role.
International financial institutions such as the International Monetary Fund
(IMF) help to promote international monetary and financial cooperation.
All of these institutions also evolve in response to changes in the global
economy, just as the transactions themselves are likely to change in response
to institutional initiatives.

This chapter begins by describing the increasing integration of the world
economy and of the United States with the world economy. It then sets out
some of the benefits of this globalization and addresses some of the
concerns it has engendered. Finally, it discusses the role of institutions within
the international economy, covering both recent activities and some likely
areas for change.
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The United States in the

International Economy

Trends and Patterns in U.S. and World Trade

Several factors have contributed to the increased integration of the U.S.
economy with the rest of the world. For one, the costs of communicating
between a producer in one country and a buyer in another have fallen
dramatically, thus reducing the total costs of dealing with a foreign trade or
financial partner. One measure of these falling costs is the cost of interna-
tional telephone service: the average amount billed to end users for a minute
of international telephone service fell from $2.23 in 1975 to $0.45 in 2000
(in dollars unadjusted for inflation).

In 2000, of the 10 largest international telecommunications carriers in the
world as measured by minutes of outgoing traffic, three were U.S. compa-
nies, and they held first, second, and sixth place. International telephone
traffic worldwide continued to grow rapidly, by more than 20 percent in that
year. The flow of international telephone traffic to and from the United
States continues to exceed that for any other country in the world.
Worldwide satellite industry revenue also grew by 17 percent in 2000. These
numbers suggest the continuing significance of international and global
communications to U.S. and foreign business firms, who sell and purchase
products and services in all parts of the world, and to U.S. and foreign consumers.

The costs of transporting goods between countries have also fallen, and
this, too, stimulates international trade. Average nominal freight and insur-
ance costs for U.S. imports fell by about 50 percent between 1975 and 2000,
and air cargo rates on long-distance routes declined substantially. Over the
same period, the share of U.S. imports that arrives by air increased from 9.2
percent to 25.4 percent. With this widespread use of speedier delivery times,
trade in perishable goods as well as in inputs used in just-in-time production
processes has grown. The United States now imports eggs from New Zealand
and electronic components from Malaysia. Exports from the United States,
such as the telecommunications equipment we send to Japan, are also avail-
able more quickly to consumers and producers in other countries.

In tandem with these falling communications and transport costs,
international efforts to reduce policy barriers to trade have helped to further
link the economies of different countries. Average tariffs on industrial
goods in developed countries have fallen from 40 percent 50 years ago to
around 4 percent today. Nontariff barriers to trade, such as quotas and some
regulatory barriers, have also been dramatically reduced.
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All these changes in transactions costs have profoundly affected
international flows of goods, services, and capital. On a pure volume basis,
global merchandise trade has increased substantially in the last two and a half
decades, growing by 277 percent between 1975 and 2000 (Chart 7-1).
During this same period, U.S. exports grew by around 393 percent, from
$230 billion to $1.1 trillion (in 1996 dollars). The importance of interna-
tional transactions in relation to overall U.S. economic activity has also
risen. In 1975 total trade (measured as exports plus imports) was equal to less
than 16 percent of GDP, but by 2000 that figure was over 26 percent (Chart
7-2). About 8 percent of the labor force is now engaged in producing goods
and services that will be sold in foreign markets.

The United States trades with many countries around the world. Canada
is our top-ranking trading partner, accounting for 20.3 percent of trade
in 2000 (again measured as exports and imports combined). Mexico
(12.4 percent) and Japan (10.6 percent) rank second and third, respectively.
The countries of the European Union together account for 19.3 percent of
U.S. trade. This concentration of U.S. trade in transactions with other
high-income countries follows a historical pattern. But trade with a broader

Chart 7-1 World Merchandise Trade Volume
Worldwide trade in goods has nearly quadrupled since the mid-1970s.
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Chart 7-2 U.S. Trade Relative to National Qutput

Trade is substantially more important to the economy than it was 25 years ago.
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Source: Department of Commerce (Bureau of Economic Analysis).

range of countries already constitutes an important share of our international
transactions, as Mexico’s high ranking demonstrates. And this trade is
growing: trade with low- and middle-income economies grew from $78.5
billion in 1975 to $750.2 billion in 2000.

The reduction in impediments to international transactions has also been
accompanied by changes in the types of goods being traded. Manufactures
have become an increasingly important element of world trade in goods:
their share of world merchandise exports rose from 69.8 percent in 1975 to
74.8 percent in 2000. About 80 percent of both U.S. merchandise exports
and imports in 2000 were manufactured goods; as recently as 1980 only
55 percent of imports and 70 percent of exports consisted of manufactures.
Within manufacturing, certain industries are particularly trade-oriented.
Ranked on the basis of exports as a share of shipments, nonelectrical
machinery and computer and electronic equipment were the leaders. In each
of these industries, exports accounted for 30 percent or more of U.S. firms’
total shipments (Table 7-1).

This increasing importance of manufactures reflects in part another
important change in the nature of U.S. trade: more and more trade now
involves the exchange of intermediate inputs across borders. For example, a
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TABLE 7-1.— U.S. Manufacturing Trade as Share of Shipments
and Consumption, 2000

[Percent]
Exports Imports
Product category description as percent as percent

of shipments | of consumption

Total ManUFACTUTING....c.eviicciec s 19.8 26.3
FOOM. ..ot 7.1 53
Beverages and tobacco products.. 6.0 9.0
Textiles and fabrics 26.0 25.4
Textile mill products .... 5.2 14.7
Apparel and accessories 15.5 51.5
Leather and allied products 335 80.1
Wood products .............. 6.6 17.8
Paper-..... 11.2 13.1
Printing, p g, 5.8 49
Petroleum and coal products 4.7 12.2
CREMICALS ..o 21.7 19.9
Plastics and rubber products . 115 113
Nonmetallic mineral products... . 10.0 16.7
Primary metals........ccccooovvvrrennne. . 15.4 27.1
Fabricated metal products, not elsewhere specified. 10.5 12.6
Machinery, except electrical 36.0 33.4
Computer and electronic products ... 44.6 50.8
Electrical equipment, appliances, and components.. 24.8 324
Transportation equipment .... 22.9 33.0
Furniture and fixtures.... 4.6 20.1
Miscellaneous 26.3 45.2

Note.—Product category descriptions based on the North American Industry Classification System (NAICS).
Consumption is defined as shipments minus exports plus imports.

Sources: Department of Commerce (Bureau of the Census) and U.S. International Trade Commission.

firm may purchase one input to its production from one country, and
another from another country, and assemble the final good at home or even
in a third country. One way to measure such interactions is to look at the
amount of imported inputs used in goods that are in turn reexported. One
study found that, in 1990, such vertical specialization accounted for about
20 percent of all exports in a sample of 14 major trading economies,
including the Group of Seven (G-7) large industrial economies (Canada,
France, Germany, Italy, Japan, the United Kingdom, and the United States).
Increases in such vertical trade have been found to account for more than 30
percent of the growth in the ratio of world exports to world GDP. Such trade
may help to enhance the efficiency of producers, since they now have access
to a wider range of input sources than are available domestically. (Box 7-1
discusses the importance of vertical trade in overall U.S. trade.)
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Box 7-1. Vertical Trade and Production Sharing

A large portion of U.S. trade, both imports and exports, is trade in
partially finished products, also called intermediate inputs. Examples
include the steel used in automobile manufacture, and the cloth and
other textiles from which finished apparel is made. This type of trade
goes by many names, such as vertical trade, vertical specialization, and
production sharing, although these terms have somewhat different
meanings. Vertical trade, the broadest category, includes any produc-
tion process that is not confined to one country. Vertical specialization
is slightly narrower. It is defined as the use of imported inputs to
produce goods that are subsequently exported. Production sharing is
narrower still: imported inputs are used to produce goods that are then
exported to the country from which the inputs came.

Some of these production processes are organized by a single
(vertically integrated) firm, but in a growing number of cases separate
companies in different countries manage different stages of produc-
tion. In the past, many companies felt that the only way to guarantee
the timely arrival, exact adherence to specifications, or quality of an
intermediate good was to own all the steps on the supply ladder
(hence the name “vertical integration”). For similar reasons, it may
sometimes have been difficult to locate plants overseas. However, the
past decade or so has seen large improvements in the technology
available to coordinate and monitor manufacturing in different parts of
the world. This includes everything from cheaper and better interna-
tional telephone service to fax machines to Internet-linked
computer-aided design packages. These advances have allowed
companies and countries to specialize in those steps of the production
process that they are best at performing, leading to an increase in
vertical trade.

The extent of vertical trade can be gauged in a number of different
ways. One way is simply to measure the amounts of intermediate
goods that are imported or exported. However, it is sometimes difficult
to decide whether a good should be classified as intermediate, because
this depends on its intended use, which may not be known. Auto tires
are a good example of this. They can be used as an intermediate good
and put on cars to be sold as part of a final product, or they can be sold
in retail stores as a product themselves. The ideal would be to look at
how much of a traded good's value is added in each of the countries
involved in its production. One measure of this is the imported input
share, that is, the share of the value of production that is attributable to
imported inputs. Another such measure would be the amount of

continued on next page...
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Box 7-1.— continued

production sharing, which is defined as U.S. materials shipped abroad
for processing and then sent back to the United States. Note that
production sharing is a special case of vertical trade, since vertical
trade also covers inputs shipped to Mexico or Canada, finished there,
and exported to any country, not just the United States.

The U.S. Government has kept statistics on production sharing since
about 1963.These numbers are collected because products assembled
abroad from U.S. manufactured components qualify for different tariff
treatment: only the portion of the product’s value not accounted for by
U.S. inputs is subject to duties. The tariff provision that governs such
production sharing is number 9802. Two main categories of goods
covered under this provision are goods assembled of U.S.-made
components, and metals. Of course, the data collected do not capture
the entire extent of production sharing, as certain products are exempt
from duties under various agreements such as the North American
Free Trade Agreement (NAFTA). In fact, in the first table below, which
traces U.S. imports from selected economies in the Asia-Pacific
Economic Cooperation (APEC) forum, the total recorded in 2000 fell
from the previous year, possibly because of increased exemption of
goods. In the table, “customs value” is the total value of the goods
imported into the United States, and “U.S. content” is the percentage
of value that comes from U.S. inputs. Therefore, under provision 9802,
duties would only have to be paid on the difference between the
customs value and the value of U.S. components: the value added
abroad. For example, in 2000, the United States imported $1.38 billion
worth of goods from Korea for which a 9802 exemption was claimed.
The U.S. content of those goods totaled 54.6 percent, or $750 million,
and therefore the value added abroad was 45.4 percent, or about $630
million.

In addition to collecting statistics, the U.S. Government occasionally
publishes surveys of developments in production sharing. According
to a recent survey, major industries involved in vertical trade include
the automotive industry and various electronics industries. For
example, the United States imports motor vehicles from Canada
($45.7 billion, or 35 percent of the total), Japan ($34.5 billion, or
27 percent), and Mexico ($21 billion, or 16 percent). Exports of motor
vehicles from Japan, which is not covered by NAFTA, contained U.S.
components comprising 2.4 percent of the value of these imports.
Exports of motor vehicles from Canada and Mexico, however, have
historically contained U.S. components equal to one-quarter and

continued on next page...
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Box 7-1.—continued

U.S. Imports from Selected APEC Economies under Tariff Provision 9802

1998 1999 2000
Customs Customs Customs
Econorny value co?ﬁ%nt value col:{tse'nt value col:l'tsé-nt
(millions of (percent) (millions of (percent) (millions of (percent)
US. dollars) | P US. dollars) | P US. dollars) | P

Australia.. 25.0 16.6 18.7 22.3 18.8 26.4
Canada 427.8 45.4 358.9 49.0 483.1 48.0
China... 1,477.2 15.7 1,612.0 16.9 1,242.4 203
Hong Kong, China. 558.9 41.2 451.2 38.1 253.2 38.8
Indonesia 298.0 183 296.8 18.0 190.1 26.2
Japan... 12,363.1 41 15,058.2 38 17,851.3 3.0
Korea ... 1,601.2 49.1 2,002.3 52.0 1,378.0 54.6
Malaysia .. 1,830.7 50.0 2,109.1 47.3 1,639.3 54.0
..... 27,162.2 53.3 25,875.0 53.8 19,429.9 52.9
2.0 36.9 9 51.6 32 183
9 34.2 4.0 6.4 1.6 1.8
2,253.1 50.1 2,331.3 488 2,098.7 44.5
2.7 26.6 1.8 18.0 5.8 39.9
556.4 27.1 200.6 40.7 235.5 40.3
1,511.2 35.9 1,716.7 34.1 881.8 44.8
Thailand... 663.6 55.3 592.0 56.8 396.3 56.4

Vietnam ... 78.5 11.2 114.2 13.8 47.9 20.
Total .o 50,813.3 38.6 52,744.2 36.7 46,157.1 32.0

Source: U.S. International Trade Commission.

two-fifths of their value, respectively. (The last years for which such
data are available are 1988 for Canada and 1993 for Mexico. After that,
those countries were covered by free-trade agreements and no longer
recorded values for provision 9802.) And indeed, the United States
exported $17 billion worth of automotive parts to Canada in 2000, and
$7.3 billion to Mexico.

Another sector in which production sharing is prevalent is electronic
products. U.S. content in machinery and electronic products imported
from Mexico under the production sharing provision was $4.9 billion in
2000. As mentioned previously, however, not all production sharing is
captured by provision 9802, as there may be other programs under
which the goods in question get more favorable treatment. Luckily, we
can get a rough idea of the discrepancy through the following calcula-
tions. Mexico also collects statistics on U.S. products imported as

continued on next page...
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Box 7-1.— continued

inputs to planned exports under its maquiladora and PITEX programs.
The measured value of imports of machinery and electronics
intermediate goods from the United States was $37.2 billion in 2000
(a much larger number than $4.9 billion). Overall, Mexico exports
92 percent of its maquiladora products to the United States, and so one
can estimate that the U.S. content of machinery and electronic
products under all production sharing arrangements was at least
$34.2 billion in 2000.This implies that the 9802 statistics capture only a
small portion of all production sharing between the United States and
Mexico. As an illustration, the second table in this box lists the top 20
production sharing commodities from Mexico. The U.S. content,
measured as a percentage of the final value, is typically quite high.

Top 20 Product Categories in Production Sharing in
U.S.-Mexico Trade, by U.S. Content, 2000

Customs Us
- lue o
Product category description va content
(millions of (percent)
dollars) p
Cotton sweaters, pullovers, and similar articles 232.0 80.4
Parts and accessories of motor vehicles................ 355.3 78.0
Manmade fiber sweaters, pullovers, and similar articles 273.2 76.8
Cotton T-shirts, singlets, tank tops, and similar garments. 588.8 75.5
Safety seat belts for use in motor vehicles 491.6 74.5
Insulated electric conductors . 236.7 66.3
Motor vehicles for transport of goods, 297.5 60.6
Switches for electrical connections 246.6 60.2
Connectors such as coaxial, cylindrical multicontact ............ccccooevecreervecveceeinnns 417.4 59.0
AC motors 264.8 56.1
QOther electrical telephonic apparatus 266.6 55.2
Insulated ignition wiring sets and other wiring sets for vehicles 699.7 48.0
Motor vehicles for transport of goods, not over 5 metric tons. 2479 46.9
Boards, panels, consoles, etc., for electrical control consoles. . 2524 43.9
Non-high-definition color television reception apparatus.........cccccccevverrrsivenrunnes 759.7 38.3
Cotton women’s or girls’ trousers, breeches, and shorts.........ccocoeeverveirninninns 934.1 35.5
Cotton men’s or boys’ trousers and shorts 825.4 35.3
Parts of motor vehicle seats 283.5 16.0
Display units for ADP machines 273.8 2.5
Digital processing units 249.8 2.4

Note.—Product category descriptions based on the Harmonized Tariff Schedule (HTS).

Sources: Department of Commerce (Bureau of the Census) and U.S. International Trade Commission.
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Interestingly, the often back-and-forth nature of vertical trade means that
a significant portion of the value of U.S. imports simply represents the value
of previous U.S. exports. Many domestically produced goods are shipped
abroad for further processing or assembly and then returned to the United
States, in another illustration of how international trade becomes part of the
overall production process. This is a particularly striking feature of U.S. trade
with Mexico. In 1998, for example, the United States imported $93 billion
worth of goods from Mexico, $27.2 billion of which entered the country
under a special “production sharing” provision of U.S. law that gives duty-
free treatment to the reimportation of goods produced with U.S.
components. Of this $27.2 billion, $14.5 billion (53 percent) represented
the U.S.-made content of these imports. That $14.5 billion also represents at
least 15 percent of all U.S. imports from Mexico.

Lower international transactions costs have facilitated trade in services as
well as in goods. Between 1986 and 2000, total U.S. trade in services grew by
over 200 percent. One reason is that falling communications costs have
allowed many products that were not traded in the past, such as financial
services, to become more readily available on the international market.
U.S. trade in financial services quadrupled between 1986 and 2000, from
$5.1 billion to $21.5 billion. Other categories of U.S. services trade, such as
travel, education, and royalties and license fees, have also greatly increased.

Trends and Composition of Capital Flows

Like trade and services flows, global capital flows have increased
enormously over the past 30 years. These flows represent funds channeled
from savers in one country to borrowers in another. From the end of World
War II through the early 1970s, capital controls in most countries heavily
regulated or even prohibited the international flow of capital. Only when
these controls were liberalized, especially in the late 1970s and early 1980s,
did cross-border financial transactions begin to surge.

Global capital movements can be analyzed in terms of both gross and net
flows. For example, suppose that early in December German residents
purchase $200 worth of U.S. securities from U.S. residents, and that later
that month they sell $50 worth to U.S. residents. Considering only these
transactions, capital flows into the United States from Germany amount to
$150 ($200 in purchases minus $50 in sales). Suppose further that, over the
same month, U.S. residents first purchase $100 worth of German securities
from German residents and then sell them $30 worth. Considering the latter
two transactions, capital flows into Germany from the United States amount
to $70 ($100 in purchases minus $30 in sales). From the perspective of the
United States, net capital inflows amount to $80 ($150 of inflows minus $70
of outflows). One measure of gross capital flows, used in the tables in this
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chapter, would sum the capital flows into and out of the United States to
arrive at a total of $220. A broader measure, usually not available from offi-
cial data sources, would sum all cross-border purchases and sales to arrive at
a total of $380. Regardless of which concept is used, gross capital flows will
be larger than net flows by definition.

Although it may appear that the gross basis overstates the importance of
capital flows, gross flows do measure the amount of international funds
flowing in and out of a country’s financial system. Especially for developing
economies, it is important to know if these flows are so large that they might
overwhelm the capacity of the domestic financial system to process them.

Unfortunately, data on gross capital flows come from different sources and
are often fragmentary. Since cross-border financial transactions are usually
not subject to tariffs or quotas, national authorities have lacked a strong
incentive to document their size. Nonetheless, the IMF estimates that, in the
30 years since 1970, gross capital flows as a percentage of GDP have risen
almost tenfold for the advanced economies and more than fivefold for
developing economies. Table 7-2 presents more recent measures of capital
flows. From 1990 through 2000, estimated capital flows on a gross basis in
advanced economies more than quadrupled.

TABLE 7-2.— Estimated Gross Private Sector Capital Flows'
[Billions of U.S. dollars]

Item 1990 1995 1996 1997 1998 1999 2000

Advanced economies: gross flows............. 1,536.8 | 2,285.6| 2,975.4| 4,163.8| 4,053.4| 5,885.2| 6,432.1

404.7| 5155| 567.6| 674.7| 1,104.3| 1774.8| 2,070.7
377.5| 818.3| 1,182.8| 13488 18714 2731.1| 2,628.7
7546 951.8| 1225.0| 2,140.3| 1,077.7 | 1,379.3| 1,732.6

Direct investment
Portfo;io investment ..
Other

Memoranda
Gross financing to other markets® ......... 38.1 151.2 209.8 274.9 148.9 163.7| 216.5
Equities 1.2 10.0 17.8 26.2 9.4 23.2 41.8

8.7 59.2 103.0 126.2 79.5 824 80.5
28.2 82.0 89.0 122.5 60.0 58.1 94.2

United States: gross flows ............cccccceeees 189.1 697.5| 8789| 12269 876.8| 1218.8| 1,566.3
Direct investment .. 85.7 156.5) 1784( 2104| 3207 456.4| 440.1

3041 2189 280.1| 3169 3542 4752| 6106
730 3221 4205| 699.6| 201.9 287.2] 5156

Bonds....

Y Gross flows are the sums of the absolute values for inflows and outflows of each country.
Generally, bank loans.
*Data include new formal international offerings or syndicates, but exclude bank lending that is not syndicated
and investments that do not occur through public offerings. Thus, substantial amounts of financing are excluded.

Note.—Advanced economies comprise Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany,
Iceland, Ireland, Italy, Japan, Netherlands, New Zealand, Norway, Portugal, Spain, Sweden, Switzerland, United
Kingdom, and United States.

Detail may not add to totals because of rounding.

Sources: Department of Commerce (Bureau of Economic Analysis) and International Monetary Fund.
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Capital flows can also be categorized by the nature of the investment being
undertaken. Capital used by a firm in one country to establish a plant in
another is labeled foreign direct investment, as are large purchases of equities
that imply a lasting interest in an enterprise. Purchases of long-term bonds,
money market instruments, and small amounts of equities are labeled port-
folio investment. Residual transactions such as loans fall into the category
labeled “other” in Table 7-2. Gross capital flows have shifted toward direct
and portfolio investment in the past decade.

The explosion in gross capital flows obscures the fact that, on a net basis,
capital flows have grown much less rapidly (Table 7-3). This difference in the
two measures means that larger amounts of funds are crossing borders, but
that the balance of inflows and outflows is remaining roughly constant.
These net flows also reflect the balance of domestic saving and investment in
a country. If a country saves more than it invests, the excess savings must go
abroad. Similarly, if a country invests more than what is available from
domestic saving, the extra funds must come from abroad.

These net capital flows are also just the mirror image of the country’s
current account balance, which, roughly speaking, consists of the balance in
its combined goods and services trade and the net flow of income generated
from cross-border investments. A country that sends savings abroad, on net,
is enabling the rest of the world to spend more on that country’s goods and
services than that country is spending on goods and services produced by the
rest of the world; such a country has a current account surplus. A country
that is attracting savings from abroad, on net, is able to spend more on goods
and services produced by the rest of the world than the rest of the world is
spending on goods and services that the country itself produces; that country
has a current account deficit.

Although net capital flows on a global basis have increased relatively little
in recent years, this is not the case for the United States, as Table 7-3 also
shows. The United States recorded large current account deficits over the past
decade, reflecting an increased desire on the part of foreigners to invest in the
United States. The United States also ran large current account deficits in the
1980s. An important source of financing for these deficits was foreign official
purchases of U.S. government debt securities. In the 1990s, however, the
bulk of foreign investment entering the United States consisted of purchases
of private assets. In particular, direct investments in the United States have
shown a very rapid rate of increase over the past several years. In short, rapid
rates of productivity growth and increases in economic activity over the past
decade have made private assets in the United States more attractive for
foreign investors.

Because the world’s developing economies have relatively little capital
compared with the developed economies, there is a presumption that capital
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TABLE 7-3.— Estimated Net Private Sector Capital Flows
[Billions of U.S. dollars; inflow (+), outflow(-)]

Item 1990 1995 1996 1997 1998 1999 2000

WOrId. s 162.7 100.7| 2804 213.0| 127.0 343.9| 4238

-45.5 -12.1
46.1 81.8 2
162.2 31.0| 25

103 -13.7 46.8| 1333
50.0 -140.4 25421 2875
15271 281.1 42.8 3.1

Direct investment
Portfolio investment ..
QOther

wowv

Memoranda
39.2 205.7 233.3 116.8 69.6 59.6 8.9
193 96.5 119.6 145.2 155.4 153.4| 146.2

5 41.2 86.9 48.6 -4.2 31.0 -4.3
194 68.0 26.8 -71.0 -816 | -124.8| -133.0
26.3 14.2 39.7 253.6 172.0 321.6| 406.9
113 -41.0 -5.4 8 35.7 1456| 1352

-21.2 -26.1 -19.6 78.9 82.0 212.7]  360.7
42.1 81.3 64.7 173.9 54.3 -36.7| -89.0

Note.—World is defined here as advanced economies (Australia, Austria, Belgium, Canada, Cyprus, Denmark,
Finland, France, Germany, Hong Kong (China), Iceland, Ireland, Italy, Japan, Netherlands, New Zealand, Norway,
Portugal, Spain, Sweden, Switzerland, United Kingdom, and United States) plus emerging markets (the developing
countries, countries in transition, and Israel, Singapore, South Korea, and Taiwan (China)—the IMF definition in
“World Economic Outlook,” December 2001).

Detail may not add to totals because of rounding.

Sources: Department of Commerce (Bureau of Economic Analysis) and International Monetary Fund.

should flow from the latter to the former. Hence capital flows to and from
these developing economies receive much attention. Table 7-3 shows that
these flows have varied enormously over the past decade. In the early 1990s
some developing economies made enormous strides in structural economic
reform and removed restrictions on capital flows, leading to a renewed
interest on the part of international investors. Net flows skyrocketed,
reaching $233 billion in 1996. However, the financial crises that began in
East Asia in 1997 and then occurred in Russia and Brazil in 1998 and 1999
dampened investors” appetites. Net flows fell to close to zero in 2000 but are
believed to have increased moderately in 2001. A swing in net banking flows
accounts for most of the decline since 1996. This was due to both a decrease
in international bank lending to developing economies and an increase in
deposit outflows from developing economies to international banks. (The
lower international bank lending reflects in part a move from cross-border
lending to more lending by subsidiaries within the countries.) However,
direct investment flows have remained fairly stable over the past 3 years, a
sign that investors are still willing to undertake long-term investments in the
developing economies.

Cumulating net capital flows for a given country and accounting for
changes in the prices of assets held across borders yields the net international
investment position for that country with the rest of the world. For example,
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suppose that a country begins international transactions with the rest of the
world and for 10 years enjoys net capital inflows of $1 billion a year (possibly
including reinvested earnings). At the end of these 10 years that country’s net
international investment position would show that the rest of the world has
accumulated a total of $10 billion in claims on that country, assuming that
the prices of these claims did not change over the 10-year period. These
claims could be in the form of portfolio investments (if, for example,
investors in the rest of the world bought bonds issued by the country’s corpo-
rations) or direct investments (if the rest of the world bought controlling
interests in the country’s corporations).

Table 7-4 indicates that, worldwide, these cross-border claims are quite
large in the aggregate, at over $21 trillion, equal to almost 70 percent of
world GDP. The claims are largely divided among bank loans, equities, and
bonds. Central bank reserves make up a fourth, relatively small category.
These holdings are now much smaller than those of private investors, having
grown at about half the rate of gross capital flows over the last 30 years.

TABLE 7-4.— Estimated World Cross-Border Claims and
U.S. International Investment Position, Year-End 2000

Billions of

Item US. dollars
WOrld CroSs-DOrder CIAIMS ........ceeieciceei ettt 21,261.0
Bank loans and deposits 8,317.6
Equities................. 4516.5
Debt securities....... 6,377.2
Central bank reserv 2,049.6
U.S. Claims 0N TSt OF WOTTA 2 ....ooeeeeoeeeeeeeee e ssseee s sseeesssnees 7,189.8
Bank assets 1,276.7
Corporate stocks 1,828.8
571.7
128.4
3,378.2
9,377.2
Bank liabilities 1,139.8
Corporate stocks.... 1,589.7
U.S. Treasury securities, corporate and other bonds. 2,013.9
Central bank reserves®. 922.4
Other 37114

1 Gold valued at SDR 35 per ounce..

2 Direct investment at market value.

3 Gold valued at market price.

Note.—Detail may not add to totals because of rounding.

Sources: Department of Commerce (Bureau of Economic Analysis), Bank for International Settlements, and
International Monetary Fund.
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Table 7-4 also indicates that the United States is a party (either a lender or
a borrower) in roughly 80 percent of global cross-border claims. As noted
above, foreign investors have found the U.S. economy very attractive and
have built up their holdings of U.S. assets. At the same time, U.S. citizens
have substantial holdings of foreign assets. Foreign-owned assets in the
United States total $9.4 trillion, and U.S. claims on the rest of the world total
$7.2 trillion, so that the United States is today in the position of a net debtor.

In most cases, transferring capital across borders requires a foreign
exchange transaction, in which the currency of one country is exchanged for
that of another. As capital flows have increased, so has turnover (the total
value of transactions) in the foreign exchange market. Data for foreign
exchange turnover correspond to the broadest measure of capital flows
discussed earlier. There is no attempt to net purchases and sales against each
other, either across trading days or across transactions that finance one
country’s purchases versus those that finance its sales. Since 1989 daily
nominal foreign exchange turnover has more than doubled; it now averages
$1.2 trillion. But turnover has actually fallen since 1998, for two reasons.
One is that the introduction of the euro as the common currency of the
European economic and monetary union means that many cross-border
transactions within Europe no longer require an exchange of currencies, and
the other is that consolidation has occurred in the international banking sector.

Given the annual capital flow data summarized in Table 7-2, the turnover
data suggest that gross flows for the year as a whole are the product of extra-
ordinarily large flows on a daily basis within the year. This provides yet
another explanation for policymakers’ concern that in some cases the sheer
size of these flows could overwhelm the resources of a poorly supervised
financial system in the event of a sharp reversal. This issue is discussed
further later in the chapter.

The Benefits of Globalization

The various trends, described in the previous section, toward increased
interaction between people and firms in different countries—increases in
trade as well as increases in capital flows—are often collectively referred to as
globalization. Each of these forms of globalization, and others such as inter-
national migration, benefit the United States in a variety of ways, as this
section will show.

The Benefits of Trade

International trade, both exports and imports, benefits the economy in a
number of different ways. In a general sense, exports benefit the economy
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because American workers have another market—the global market—in
which they can sell the goods and services they produce. Over 12 million
American jobs are supported by exports. Opening foreign markets for U.S.
producers allows them to expand their output and hire more American
workers. Before the North American Free Trade Agreement (NAFTA) went
into effect in 1994, for example, U.S. shipments of assembled motor vehicles
to Mexico were severely hampered by Mexico’s high tariffs and other regula-
tions designed to protect the local automotive industry. Under NAFTA,
Mexico was required to reduce these barriers: in 1998 Mexico eliminated its
tariffs on light trucks produced in the United States, and all remaining
Mexican tariffs on medium and heavy trucks and buses were eliminated on
January 1, 2002. Subsequently, U.S. exports of motor vehicles to Mexico rose
from $975 million in the 5 years preceding NAFTA to $6.6 billion in the
5 years after NAFTA. And this happened despite a major recession in Mexico
following that country’s financial crisis of 1994-95.

The health of many sectors of the American economy depends upon
trade. America’s farmers, for example, rely on sales to foreign markets.
Exports of U.S. agricultural products amounted to $53 billion in 2000, and
roughly 25 percent of cash sales by farmers and ranchers come from sales to
foreign consumers. U.S. agricultural exports support 740,000 American jobs.

Trade also benefits the economy in a number of more specific ways. First,
trade may reduce the prices of some of the goods that we consume. When a
country is closed to trade, domestic consumers are forced to buy only those
goods produced in their home market. Often, however, a producer in
another country is able to produce the same goods more efficiently, that is, at
a lower cost. When trade is open, consumers have the choice of buying the
imported good at the lower price. In addition, now that domestic producers
are competing with imports, they will have greater incentive to produce
using the lowest-cost methods possible. Thus international trade tends to
reduce the prices of some goods traded. Of course, if the United States is
already the lowest-cost producer of a good, domestic consumers will
continue to purchase it from domestic suppliers.

A second specific benefit of trade is that it gives a country’s co